MFP COMMITTEE #2
March 19, 2007

MEMORANDUM
March 15, 2007
TO: Management and Fiscal Policy Committee
FROM: Stephen B. Farber, Council Staff Director &F'

SUBJECT:  Update - GASB Statement on Other Post-Employment Benefits (OPEB)

This update deals with the response of County agencies to Governmental Accounting
Standards Board (GASB) Statement 45, Accounting and Financial Reporting by Employers for
Post-employment Benefits Other than Pensions (OPEB). The benefits involved are chiefly retiree
health and life insurance benefits, as distinct from pensions.

Members of the Multi-Agency OPEB Work Group, who have collaborated very
effectively with each other and with the Committee over the past four years, will be present for
this update. We will hear from County Finance Director Jennifer Barrett and Controller Karen
Hawkins, MCPS Chief Financial Officer Sue DeGraba, M-NCPPC Secretary-Treasurer Patricia
Colihan Barney, Montgomery College Director of Financial Operations Ken Mullinix, and
WSSC Chief Financial Officer Tom Traber. We will also hear from the Committee’s actuarial
consultant on this issue, Thomas Lowman of Bolton Partners, Inc.

Background

Starting in FYO08, jurisdictions with more than $100 million in annual revenue must
disclose their liability for OPEB. Most governments now fund these benefits on a pay-as-you-go
basis to cover the annual expense for current retirees. The accrual standard in GASB 45 requires
disclosure as well of the expense for employees who may one day be entitled to a benefit.

GASB 45 does not require funding the accrued expense, but credit rating agencies expect
that AAA jurisdictions like the County will do so. Full pre-funding for the four tax-supported
agencies would cost $240.0 million in FY08. Ramping up to full funding of this annual required
contribution (ARC) over a five-year period would cost $31.9 million in FY08 above the pay-as-
you-go expense and a larger increment each year until full funding is achieved in FY12. For a
summary of FY08 OPEB costs by agency, see ©19.



Previous Work by the Committee and County Agencies

Starting in February 2003, when GASB issued exposure drafts, the Committee and the
agencies were among the first state and local officials to address this issue. At the Committee’s
request, the agencies’ finance, budget, benefits, and legal staff met three times in 2003 to
develop a common understanding of relevant questions. They also took an important step by
obtaining valuations of their retiree group insurance obligations as of July 1, 2003.

On November 28, 2005, the Committee reviewed the agencies’ further progress and
agreed that the agencies should:

¢ Update the actuarial valuations as of July 1, 2006.

e Create a trust — effective July 1, 2007 — if the agency has not already done so.

e Assess the costs and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

s Assess the full range of options for limiting liability, including collective bargaining
implications that may vary by agency.

e Use consultant assistance for these tasks that can draw on the growing body of
experience from other jurisdictions.

s Provide updates to the Committee at least twice in 2006 and regularly in 2007 until
implementation begins on July 1, 2007.

e Design and implement a communications plan to keep agencies, employees, and the
public informed of developments on this issue.

The Committee received updates on the agencies’ progress on June 26 and November 27,
2006. The latter update included a report from the Work Group and comments from Mr.
Lowman. For this first update of 2007, the Committee agreed to focus on several questions:

¢ Have the agency budgets all included the FY08 phase-in expense outlined above?
e Will trusts be in place at all agencies on July 1, 2007?

» What progress have the agencies made in exploring options for limiting liability?
e What progress have the agencies made in developing a communications plan?

Multi-Agency OPEB Work Group Report (March 2007)

The Work Group report on ©1-12 reflects the continued progress the agencies have made
on the issues identified by the Committee. Agency representatives, together with Mr. Lowman,
will discuss these issues point by point. His comments are on ©13-18. Key items in the Work
Group report and Mr. Lowman’s comments include the following:

» The tax-supported agencies all have actuarial valuations as of July 1, 2006. (WSSC’s
valuation is still in progress.) Attachment C on ©9-10 is unchanged from the November
27 Work Group report. The Annual Required Contribution (ARC) for the tax-supported
agencies is $240.0 million. The Actuarial Accrued Liability (AAL) is $2.6 billion. (Both
figures significantly exceed those developed in the valuations of three years ago.) Mr.
Lowman confirms these figures.



¢ The FYO08 budget impact of a five-year phase-in approach for the tax-supported
agencies remains $31.9 million plus $7.0 million for increased pay-as-you-go costs. The
FY08 recommended budgets for MCPS, the College, and M-NCPPC all include the
appropriate amount, as does the County Executive’s FY08 recommended budget for these
agencies and County Government (see ©19). Mr. Lowman supports the five-year phase-
in approach. He notes with respect to the M-NCPPC and WSSC budgets that Prince
George’s County has not yet confirmed its phase-in period.

¢ The Work Group report notes on ©2 that, as discussed at the Committee meetings on
June 26 and November 27, 2006, “in order for the County agencies to take advantage of
the long-term discount rate assumptions used in the valuation processes, the County
Council would need to have an adopted written policy of its intent to phase in to full pre-
Junding over five years. Absent such a written policy, the County agencies would be
required to use short-term discount rate assumptions which have generally resulted in a
doubling of the Annual Required Contribution and the Actuarial Accrued Liability.

The written policy proposed by the Work Group appears in the draft Council
resolution on ©11-12. The text reflects the Committee’s previous decisions and
discussions with the Work Group. I suggest that the Committee review the text,
decide on any changes, and transmit it to the Council for approval. (One possible
change is to clarify the language in point 1 of the action clause on ©12 regarding the
timing for establishing agency OPEB trusts.)

» With regard to trusts, the Work Group report notes on ©3 that M-NCPPC has a trust in
place and that the other agencies are working to establish them by July 1. For details, see
Attachment A on ©5-7. Mr. Lowman notes on ©14 that the agencies are progressing
well in this area and that the College has expressed interest in participating in the County
Government’s trust for investment purposes only.

o With regard to options for limiting liability, including collective bargaining
implications that vary by agency, see the Work Group’s summary of Plan Design Change
Considerations on ©5-7. As Mr. Lowman notes, no changes are imminent. In his
November 2006 comments, Mr. Lowman suggested that the agencies’ benefits be
harmonized to a greater extent. Some of the current differences among agencies are clear
from the descriptions on ©5-7.

In his current comments, Mr. Lowman suggests that the “Council consider making a clear
point about the increasing burden of retiree benefits costs which will crowd out other
parts of the budget over the next five years and beyond.” To this end, he suggests that
“any benefit improvements in either pension or OPEB benefits be amortized over no
more than 15 years” rather than the currently-used longer amortization periods, which
produce a lower short-term cost. See his comments on ©14-15.

. Lo . . .
» The agencies continue to work on these issues with extensive help from their actuarial
and legal consultants, as the Work Group report notes in detail on ©3-4.



» Until recently the agencies had necessarily focused on actuarial updates, trust creation,
and other issues and had not addressed the Committee’s request that they “design and
implement a communications plan to keep agencies, employees, and the public informed
of developments on this issue.” The Work Group has started to address communications
issues, and as the report notes on ©4 and in Attachment B on ©8, agencies have already
taken some specific steps. The task now for all agencies is to develop and implement a
clear and consistent approach to communications issues. As Mr. Lowman notes on ©135,
this task is challenging.

e Mr. Lowman’s comments on ©15-17 provide useful context on other jurisdictions’
work in this area, such as Baltimore County’s decision to fully fund the ARC in FY08.

Further Background Information

Packets prepared for previous Committee updates on this issue have included extensive

background information from credit rating agencies and other analysts.' The packet for the
November 27, 2006 update also included excerpts from a helpful reference document, the
November 2006 report of Anne Arundel County’s GASB45 Task Force. The following excerpts
from this report are attached:

e On ©20-21, a discussion of alternative trust funding vehicles.

¢ On ©22-32, a detailed review of options for addressing the county’s OPEB liability.

e On ©33-34, a useful glossary of terms.

e On ©35, a January 1, 2006 bulletin on the County’s revised policy on employee

eligibility for retiree health benefits, including a minimum of 15 years of credited pension
service.

f\farber\gasb-opeb\gasb-opeb update 3-19-07.doc

' See, for example, the packet prepared for the November 27, 2006 Committee update at

http://www.montgomerycountymd.gov/content/council/pdf/agenda/cm/2006/061127/20061127_MFPOQ},.pdf



MEMORANDUM

March 5, 2007
TO: Management and Fiscal Policy Committee
FROM: Multi-Agency OPEB Work Group

SUBJECT:  Update for March 19, 2007 MFP Committee Meeting

The purpose of this memorandum is to provide an update on County
agencies’ activities related to implementation of Governmental Accounting Standards
Board (GASB) Statement No. 45, Accounting and Financial Reporting by Employers for
Postemployment Benefits Other than Pensions (OPEB). Tax-supported agencies
impacted by GASB45 and represented on this work group include: the County
government, Montgomery County Public Schools (MCPS), Montgomery College
(College), and the Montgomery County portion of the Maryland-National Capital Park
and Planning Commission (M-NCPPC); the Washington Suburban Sanitary Commission
(WSSC) is the only non tax-supported agency participating in the work group.

At the June 26, 2006 Management and Fiscal Policy (MFP) Committee
meeting on this subject, the Committee identified areas it would like to be updated on
periodically. At the November 27, 2006 MFP Committee meeting, the agencies provided
an update on progress in those areas. The current status, including progress since the
November 27™ meeting, is presented below for each area.

Status Report

» Update the actuarial valuations as of July 1, 2006, three years later than the
current valuations.

At the November 27" meeting, all agencies except WSSC had completed the
process of obtaining an updated valuation. WSSC's 2006 valuation was being
prepared; their information presented was as of June 2005. WSSC'’s updated
2006 valuation is currently still in the process of being prepared: it has taken
longer than originally anticipated to update census data for the valuation. It is
anticipated that the WSSC results will be available by late March.

Attachment C, which has not changed since the November 27" meeting and which
is being provided again for the benefit of any new committee members, presents a
summary of the latest actuarial valuation results for the tax-supported agencies.
Those updated results show that, assuming pre-funding, the Annual Required
Contribution (ARC) for the tax-supported agencies is $240.0 million and the
Actuarial Accrued Liability (AAL) is 82.6 billion. In the 2003 valuation, the pre-
Sunding ARC was 3190.5 million and the AAL was $1.8 billion.



Management and Fiscal Policy Committee

March
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5, 2007

Assess the costs and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

As presented in the November 27" meeting, the County intends to implement a
five-year phase-in approach. At the November meeting, we noted that the rating
agencies had indicated that a phase-in approach is acceptable, and that rating
agency statements at that time focused on a five year period. Attachment C
displays the estimated FY08 budgetary impact of the five-year phase-in approach
which is $38.9 million for the tax-supported agencies.

County executive and legislative branch officials have met with all rating
agencies as part of the regular fiscal update process, where the agencies
expressed particular interest in the County’s plans for managing and funding the
OPERB liability. Consistent with those presentations, and pursuant to other
detailed discussions, the rating agencies’ expectations are that the County will be
implementing a five-year phase-in approach.

The three tax supported agencies submitting their recommended budgets to the
County Executive, included in their FY08 submissions the phase-in amount
presented to the MFP Committee at the November 27" meeting. The County
Executive's FY08 Recommended Budget, which will be issued after the date of
this report but before the March 1 9" MFP Committee meeting, will include the
FY08 phase-in amounts for all tax-supported agencies that were presented at the
November 27" meeting.

It was noted at the June 26, 2006 MFP Committee meeting and in Attachment A
of the November 27"% report, that in order for the County agencies to take
advantage of the long-term discount rate assumptions used in the valuation
processes, the County Council would need to have an adopted written policy of its
intent to phase-in to full pre-funding over five years. Absent such a written
policy, the County agencies would be required to use short-term discount rate
assumptions which have generally resulted in a doubling of the Annual Required
Contribution and the Actuarial Accrued Liability.

The work group is in the process of providing the Council Staff Director with
proposed language for such a resolution.



Management and Fiscal Policy Committee
March 5, 2007
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Create a trust — perhaps effective July 1, 2007 — if the agency has not already
done so.

Attachment A provides an update for each agency on the work related to
establishing OPEB trusts. As noted at the November 27" meeting, M-NCPPC
already has a trust in place. All other agencies are working with legal counsel to
have a trust established effective July 1, 2007,

Assess the full range of options for limiting liability, including collective
bargaining implications that may vary by agency.

Attachment A provides an update for each agency on the work related to
exploring options for limiting liability, which for most agencies has not
significantly changed since the November meeting.

Use consultant assistance for the tasks that can draw on the growing body of
experience from other jurisdictions.

The agencies continue to work with their actuaries, each of which are providing
OPEB consulting and related actuarial services to a number of governments, to
address the requirements and options associated with implementation of the
OPERB standards. Of the five County agencies represented on the work group,
each agency has used one of two firms, Aon Consulting or Mercer Human
Resource Consulting, for its FY06 updated valuation. All firms used Mercer
Human Resource Consulting for the 2003 valuation process. Each of the
agencies is also using one of the firms for its normal health benefits consulting,
and for additional OPEB-relating consulting services. These two firms have been
represented whenever possible at the work group meetings. In addition,
whenever areas of potential inconsistency in valuation methodology have been
identified, the two firms have worked together at the agencies’ request to try and
ensure as much consistency as possible in methodologies. The Council’s
consultant, Mr. Tom Lowman, attended the last two meetings of the multi-agency
OPEB work group and has continued to share, throughout this process, his
experiences with other jurisdictions. County agencies and their actuarial firms
have also consulted with GASB staff, as necessary, on matters requiring technical
clarification.

The County agencies have also worked with in-house legal counsel, where
applicable. Several agencies have also consulted with outside counsel as part of
the creation of a trust. Legal counsels for the tax-supported agencies have also
been in communication with each other, to share information learned and to
discuss options.



Management and Fiscal Policy Committee
March 5, 2007
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As it relates to trust and investment activities, agencies have also coordinated
with their investment consultants and managers on matters such as trust options
and investment implications, economies of scale and impact on fees, and
opportunities for cross-agency contraclts.

Relating to communications, and as noted below, the County agencies are
attempting to incorporate the input of communications consultants on staff with
one of our actuarial firms.

Throughout the process, representatives of the County agencies have continued to
share information and learned experiences with representatives of other
Maryland counties implementing GASB45 for FY08.

e Design and implement a communications plan to keep agencies, employees, and
the public informed of developments on this issue.

The goal of the County agencies is to keep agencies, employees, retirees, and the
public informed of developments on this topic, and to try where possible to have a
consistent message. Attachment B presents the communication plan recently
developed by the agencies.

As noted in the November MFP Committee meeting, the agencies’ primary focus
until that time had been to obtain updated actuarial valuations, begin the process
of creation of legal trusts including analysis of options, and identify and consider
plan design changes. Currently, the tax-supported agencies are in various stages
of drafting and/or issuing communications on this topic. Communications to date
have included articles in employee and/or retiree newsletters, and discussions
with/presentations to various interested parties.

The work group has recently created a communications subgroup, which includes
members of the Interagency Benefits Workgroup. The communications subgroup
will be working together to begin implementation of the communication plan. The
County agencies are also exploring working with communications consulting
resources on staff with one of the actuarial firms.

Representatives from each agency will be present at the March 19, 2007 MFP
Committee meeting to answer questions about the material provided.

Attachments
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Attachment B

OPEB COMMUNICATIONS PLAN

Stated Goal is to “Keep agencies, employees, and the public informed of developments
on this issue,” and to have a consistent message.

Interagency Communications Plan:

>

>
»

Agencies should identify appropriate communication mechanisms (web sites,
newsletters, etc.)
Communication mechanisms should have a consistent message
Each agency posts OPEB/GASB45 information on its web site for easy access by
employees and the public

o Preferably come to agreement as to how/where it appears

o Part of financial, human resources, or main page highlight (“what’s

new’’?)

Web sites should have common elements

o FAQs (with as many common definitions and explanations as possible}

o Actuarial valuations should be posted

o Status reports on activities

o Financial impact information

o Incorporate Council perspective/resolutions/etc.
Explain the WHYs

o Why OPEB disclosure is important

o Why we have to not only comply with disclosure, but also fund the
obligation
Why we are setting up trusts
Why considering benefit plan changes is appropriate
Why it is important to employees
Why it is important to citizens/taxpayers
Cause and effect relationships — additional benefits flow into the actuarial
calculations and require more funding. Scarcer resources for salaries. It’s
all related.

0 C 000

Suggested Actions:

PN AW~

Identification of single point of contact within each agency

Identification of appropriate communication mechanisms

Subgroup drafts common descriptions and FAQs

Contacts obtain input from others in respective agency

Obtain input from legal counsel and public information, as appropriate
Notify labor unions, as appropriate

Finalize common materials for all to use

Individual agencies post to web sites and incorporate to other communication
mechanisms
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Resolution No:
Introduced: March XX, 2007
Adopted: March XX, 2007

COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By: County Council

Subject: Resolution XX-XXXX Regarding Council’s Intent To Phase-in Full Funding Of The County

Agencies’ OPEB Annual Required Contribution Over A Five Year Period Beginning In FY2008

Background

. The Governmental Accounting Standards Board (GASB) has issued Statement No. 45, Accounting and
Financial Reporting by Employers for Post-employment Benefits Other than Pensions, which addresses
how state and local governments should account for and report their costs and obligations related to
Other Post Employment Benefits (OPEB).

. County agencies (the County, Montgomery County Public Schools, Montgomery College, the
Washington Suburban Sanitary Commission [WSSC}, and the Maryland-National Capital Park and
Planning Commission) are required to disclose their OPEB liabilities in their financial statements,
starting with the fiscal year beginning July 1, 2007 (FY08).

. In November 2006, the County obtained actuarial valuation information addressing the extent of the
County’s liability to its retirees for other post-employment benefits as of July 1, 2006. Other County
agencies have also obtained, or are in the process of obtaining, similar actuarial valuations. The OPEB
reports are subject to a number of actuarial and economic assumptions; these assumptions were generally
similar to the assumptions used in evaluating the County agencies’ pension fund liabilities.

- Based on the assumptions and qualifications stated therein, the OPEB reports concluded that, assuming
full prefunding, the 2008 annual required contribution (ARC) for the County, its tax supported agencies,
and the Montgomery County portion of the Maryland-National Capital Park and Planning Commission,
1s $240.0 million, and the related actuarial accrued liability (AAL) is $2.6 billion. The most recent ARC
for WSSC is $19.1 million, and the related AAL is $200 million.

. The County has determined that a five year phase in of the difference between the current pay-as-you-go
amount and the ARC would be a responsible approach to pre-funding, and believes that such an
approach is acceptable to the rating agencies, who will be evaluating the County’s response to the GASB
disclosure requirements, and its approach to any obligations to current and future retirees for post-
employment health and other non-pension benefits.

. Should the County establish a separate OPEB trust, and should the County adopt a written policy of its
intent to phase-in full funding of the difference between the pay-as-you-go contributions and the ARC on
an amortized even basis over a five year period, it would be appropriate for the County agencies to use,
in their actuarial valuations, a discount rate higher than their operating investment rate for accounting
and budgeting purposes. Absent such a policy, County agencies would be required to record OPEB
liabilities in their financial statement of almost twice as much as liabilities required with such a policy. @



Resolution No.

Action
The County Council for Montgomery County, Maryland approves the following resolution:

1. The Council is committed to the responsible fiscal management of the County agencies’ other post
employment benefit obligations and acknowledges that County agencies intend to establish one or more
Trusts, on or before July 1, 2007 if possible, for such purposes.

2. Itis the Council’s policy intent to fund the difference between the OPEB pay-as-you-go contributions and
the ARC, for the tax supported agencies, on an amortized even basis over a five-year period beginning with
Fiscal Year 2008.

3. For WSSC, it is the Council’s policy intent to support WSSC’s plan implement a five-year phase in of the

difference between the OPEB pay-as-you-go contributions and the ARC beginning with Fiscal Year 2008, in
coordination with the Prince George’s County Council.

This is a correct copy of Council action.

Linda M. Lauer
Clerk of the Council

(2



March 9, 2007

TO: Management and Fiscal Policy Committee
FROM: Thomas Lowman, Bolton Partners, Inc. —T/L.—-

SUBJECT: Comments on the Multi-Agency OPEB Work Group Report

This memo is an update to our prior memo dated November 20, 2006. We have moved some of
the background material to the end of this memo and have focused on changes and progress
made since the MFP Committee meeting in November.

We attended the recent meeting of the Multi-Agency OPEB Work Group and reviewed the
March 5™ update that they prepared. The March 5% update addressed areas on which the MEP
Committee asked them to comment. Below are our comments on each of these seven areas
requested by the MFP Committee, taking into account information presented by the Work
Group:

1. Update the actuarial valuations as of July 1, 2006, three years later than the current
valuations. This will allow adjustments for those current cost figures and for changes
such as the inception of the new Medicare Part D prescription drug benefit.

Nothing has changed from what was reported in November as this was largely completed by the
November meeting. The estimate of the increase in the funding requirement for FY08 if the
(GASB45 expense were fully funded remains at $159 million (for tax supported agencies). The
$159 million excludes the $7.0 million increase that will occur even without the new accrual
accounting rules. The total year over year increase would be $166 million.

The only outstanding issue is the completion of an updated valuation for WSSC.

2. Assess the cost and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

We are on the same path we were in November. The plan is to eventually fund the full accrual
expense for these benefits but to do this over a five-year period starting with FY08. This would
mean that the FYO08 budget increase would be $38.9 million instead of the full $166 million.

At the meeting I attended it appeared that Prince George’s County had not settied on a phase-in
period yet. The group is going forward assuming that either Prince George’s County will
adopt/support a five-year period for the MNCPPC and WSSC budgets or there will need to be an
adjustment so that both counties adopt a common approach for these two agencies.

(i3
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3. Create a trust — perhaps effective July 1, 2007 — if the agency has not already done so.
As Mr. Firestine noted, the advantage is a higher rate of investment return, on an
actual and actuarial basis, and thus a lower annual required contribution in FY08.

This seems to be the area where the most progress has been made since November. All of the
agencies seem headed toward having trust funds in place effective July 1, 2007. From what 1
have heard they have had a considerable amount of discussion about many of the legal aspects of
the trust and are further along than most other counties.

The March 5" memo from the Work Group summarizes where they are in developing the trusts.
It was noted in that memo that the College has recently expressed an interest in participating in
the County’s trust for investment purposes only. We think this would be a good idea if it can be
done since it would result in some expense savings.

At this point we have only seen a draft of the trust document for the County. We provided some
specific comments to the Work Group on this document, none of which were major. '

We understand that the current plan is for the County’s trust to accept only employer
contnibutions. We agree with this limitation.

4. Assess the full range of options for limiting liability, including collective bargaining
implications that may vary by agency.

We read the description of “Plan Design Change Considerations™ in Attachment A to the March
5th Memorandum. While some of the agencies are further along than they were in November,
no benefit changes are imminent.

Based on what I heard at the last Work Group meeting and read in the March 5" memo, some of
the agencies have looked at changes and discussed them with the unions. One group has put off
the negotiations of benefit changes for a year. At least one group of retirees has asked for an
increase in the employer's share of OPEB benefit cost.

I would like to suggest that the Council consider making a clear point about the increasing
burden of retiree benefits costs which will crowd out other parts of the budget over the next five
years and beyond.

The idea would be to provide guidance from the Council related to the period of time that any
"increase” in past service liability (associated with a benefit improvement) be amortized over. |
would suggest that any benefit improvements in either pension or OPEB benefits be amortized
over no more than 15 years. Currently longer amortization periods are used which produces a
lower short term cost. Given the five year phase-in of the higher OPEB expense this change
would seem reasonable. Other reasons to support a shorter amortization period include the
following:

¢ One group noted their increased focus on "total" compensation. Since the average
current County employee is expected to stay with the County for no more than an

Bolton Partners, Inc.



additional 15 years, this 15 year amortization period is consistent with this philosophy
and avoids future generations of taxpayers continuing to pay even after the employees
have left and earned their full benefit. -

* Under the existing GASB45 30-year level percentage of pay amortization method, the
amortization payment does not even cover the interest on the unfunded liability.
Dropping this to 15 years will allow the payment to cover the interest and some of the
principal.

I would add some other technical details to the recommendation which are: (1) any benefit
reductions would be amortized over the same pertod of time as the total unfunded hability, and
(2) gains and losses would continue to be amortized as they are now.

3. Use consultant assistance for these tasks that can draw on the growing body of
experience from other jurisdictions.

The March 5" memo accurately responds to this topic. I would just note that there seems to be a
significant increase in the level of discussion as it relates to the legal issues, particularly related
to setting up the trust. Many issues have been thought through since the November meeting.

6. Provide updates to the Committee at least twice in 2006 — for example, in June and
November — and regularly in 2007 until implementation begins on July 1, 2007.

This goal is being met.

7. Design and implement a communications plan to keep agencies, employees, and the
public informed of developments on this issue.

The communication issues are partly beyond my area of expertise, but what was contained in
Attachment B to the March 5™ memo and the related discussions seem appropriate. [ think that it
should be appreciated that there is a need to balance information with raising (or not raising)
alarms. [ think this is a very difficult balance, and the single point of contact at each agency
seems appropriate. At this point I do not know what the right message to employees, retirees,
and the public is other than to provide information. Not all counties are delivering the same
message.

Putting things in context:

I have been asked to comment on what others are doing in the areas discussed above. Here is a
collection of observations:

Within Maryland, Baltimore County stands out. They have a large GASB45 expense which is
measured on a more conservative basis than in Montgomery County and many other
jurisdictions. They have said that in FY08 they will fully fund the ARC. The county has told the
other agencies to do the same and to adjust benefits to accomplish this. The county is currently

/)
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in bargaining to change retiree medical and pension benefits, making a link between the two in
the context of total compensation.

Anne Arundel County and Howard County have each finished studies that included dozens of
potential plan changes. These studies covered County Government, Schools and other agencies.
Nothing has yet been decided that would have a material impact on the current GASB45
expense. My impression is that it will be another year or so before we see changes in these
counties or the State.

Many Maryiand counties are focused more on potential plan changes than on setting up a trust.
Almost all seem committed to prefunding a trust in FY08 except for Anne Arundel, which would
prefer not to have a formal trust arrangement,

Smaller Maryland entities and many in Virginia are less focused on benefit adjustments since the
relative size of the problem and/or benefits promised are less. We have even seen a few improve
benefits when the existing benefits were below those offered by surrounding public employers.
Often their intent is to immediately pay the full ARC. Nationally the impact of GASB45 is also
uneven. Many jurisdictions only offer retirees access to the medical plans, based on a blended
cost factoring in the active claims experience.

With some hesitation I will also mention that in Travis County, Texas the county auditor is
trying to resist the application of the GASB45 rules and is proposing a state law to remove
OPEB benefits from the GAAP standard. However, since GASB is a national standard (that
lenders will want followed) and not a state standard, this might have limited success. Most of
the arguments are not new, but (1) people certainly understand them better now that the
implementation date is here, and (2) it does show a high level of concern about the impact of the
change. I do not think that this will change anything, but it is certainly worth watching.

The press and federal government often do not distinguish between unfunded pension obligations
and unfunded retiree medical obligations. Likewise there is often no distinguishing by the press
between promises made to retirees in the private sector and those in the public sector (see
attached letter from the National Association of State Retirement Administrators). How much
separation there should be is a matter of debate, but I believe there are legitimate reasons for
differences (pensions vs. OPEB and public vs. private). In any case, this has led to a growing
questioning of the benefits for public sector employees, but I still see improvements being made
to public safety benefits.

Thoughts on the amortization period:

¢ In the private sector, pension plans were allowed to fund benefit improvements over 30
years. In 2008 the new rule is 7 years for “single employer” plans and 15 years for
“multiemployer” plans.

s For GASB45 almost everyone is using the maximum 30-year amortization period, which
I assume is because this 1s a major accounting change and not a new benelfit.
(1)
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¢ In a recent bargaining process in California, the city’s actuary pushed very hard for a
shorter amortization period. This is happening elsewhere as well.

Background:
The rest of this memo contains some of the background material that was contained in our
November memo and an update on the State’s GASB45 results,

There is a new accounting standard (GASB 45) for employer provided retiree health and life
insurance benefits. This standard will apply for the first time in FY2008. The standard includes
a change from determining plan expense on a “pay-as-you-go™ cash basis to an accrual standard.
Under an accrual standard there is not only an expense for current retirees but also for employees
who may one day be entitled to a benefit. The exact amount of the higher expense will depend
on whether or not this extra expense is funded during an employee’s career. Whether or not
additional cash payments are made by the County, the increase in the expense from an
accounting perspective is very large (e.g., $159 million in FY08 for County tax-supported
agencies).

Other large counties in Maryland also have material increases in their expenses for FY08. The
State of Maryland provided a new estimate of an increase of $470 million in its annual expense
for State employees if they decide to fully fund the expense ($810 million if they continue to just
make pay-as-you-go payments). Public employees in Maryland generally have better retiree
medical benefits than employees in other states outside of the northeastern part of the country.
In Virginia, some of the counties in Northern Virginia have benefits comparable to those offered
in Montgomery County, but as you move away from the DC area the expenses may be only 20%
of what they are in Maryland on a per-capita basis. In some states many jurisdictions offer no
retiree health or life insurance benefits.

As noted above, the State of Maryland recently revised their GASB45 expense calculations and
greatly reduced the expected cost. We have been asked by other counties to see if whatever
changed (lowered) the State’s cost would also apply to them. The answer is usually no. The
biggest change was that the new State valuation lowered the initial assumed increase in health
care cost from 14%/year to 11%/year. There was also a change in the percentage of employees
electing to be covered by this benefit. The new State assumptions look much like the
assumptions currently used by Montgomery County agencies.

@
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NATIONAL ASSOCIATION OF STATE RETIREMENT ADMINISTRATORS
NATIONAL COUNCIL ON TEACHER RETIREMENT

January 3, 2007
Editor
The New York Times
229 W 43rd Street
New York, NY 10036

To the Editor:

The latest in a series of articles (“Estimates for Pensions Tighten,” 12/29/06) continues a pattern that
reflects a troubling misunderstanding of public pensions. Select quotes from individuals lacking
public sector expertise and a focus on only a few pension funds paints an incomplete and misleading
picture.

A more complete depiction would note that state and local government pension plans on the whole
continue to meet the test of accounting and fiscal responsibility. Collectively, these systems are
financially sound and have pre-funded nearly 90 percent of their future liabilities rather than leaving
the costs to future generations.

Although the article discusses the Governmental Accounting Standards Board, it ignores GASB’s
recent paper, “Why Government Accounting and Financial Reporting Is — And Should Be — Different.”
This paper indicates that the differences between public and private sector accounting for pension
plans results from a different approach for governmental accounting standards that “explicitly
harmonize accounting with the actuarial funding characteristics of the plan.”

The article also implies that whatever applies to the private sector should also apply to the public
sector. Nothing could be further from the truth. Federal law prescribes the method corporations must
use to calculate their pension liabilities, a method that is conservative in the extreme designed to
calculate insurance premiums and address corporate risks such as bankruptcy, mergers, or
acquisitions — contingencies generally not applicable to cities and states.

Public pensions, on average, assume an investment return of less than eight percent. Actual public
pension investment returns over the past 10- and 20-year periods have exceeded that benchmark. If,
as the article suggests, public pensions lowered their investment return assumptions to the discount
rate used by corporations, there would be a mismatch between pension assets and liabilities that
would unnecessarily send taxpayer costs spiraling upward.

State and local governments use investment earnings to appropriately defray costs over the career of
their employees, which lowers overall retirement costs. For example, since 1982 nearly two-thirds of
all public pension revenue has come from investment returns. Taxpayers pay less than one-fourth of
the cost of public pensions. The balance comes from employee contributions, which typicatly are not
required in the private sector.

Public retirement funds provide a regular stream of retirement income for nearly seven million
Americans. In doing so, these systems contribute to the economy and retirement security of a large
segment of the nation's aging population. With nearly $3 trillion in assets, these funds will continue
to do so unless they are undermined by policymakers who rely on incomplete and misleading
information.

M. Steve Yoakum
President, National Association of State Retirement Administrators

Meredith Williams @
President, National Council on Teacher Retirement



Other Post Employment Benefits: The Govemmental _— - . L
_ ) g purposes, which will result in lower costs and liabilities
Accounting Standards Board (GASB) has issued Statement than ifthe County did not have  tust i place,

43, Accountmg and Financial Reporting by Enployers for
Post-employment Benefits Other than Pensions, which
addresses how state and local governments should account Propased FY08 OPEB Trust Contributions
for and report their costs and obligations related to Other
Post Employment Benefits (OPEB). County agencies are

required to disclose their OPEB liabilities in their financial Montgomery County Government {HCG)
statements, starting with the fiscal year beginning July 1, | Genersl Fund:
2007 (FY08).. Other Post-Employment Benefits NDA 12,067,320
) ) Propristary Funds:
b NDVC]:I]bCI' 2006,.11113 Connty obtained actuarial .Val.l]f'iﬂﬁn Bethesda Parking District 28540
information addressing the extent of the County’s liability to Wheaton Pasking Distict 4280
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2006. Based on the assumptions and qualifications stated Solid Waste Collection 12,840
therein, the OPEB report concluded that, assuming full pre- Sold Waste Dispasal 102,75
funding, the FY08 annual required contribution (ARC) for Liguor Cortrat 45260
the County and its tax supported agencies is $240.0 million, Pemiting Senices i 305,400
and the related actuarial accrued fability (AAL) s $26 Conmundy Use o ubc e e
. . . Motor Poal 238320
billion. The County has determined that a five year phase in Risk Manageen 7120
of the difference between the current pay-as-you-go amount Cental Duplcating 260
to the ARC would be a responsible approach to pre-funding,
and believes that such an approach is acceptable to the rating Pasicinetin Aqency Cotirbutions:
agencies, who will be evaluating the County’s response to Housing Cppertnies Comissin 524,000
the GASB disclosure requirements, and its approach to its Reienue Autborty 68000
_ . Strathmore Hall 50,000
obligations to current and futire retires for health and other " .
. jorigomery Courty Television 35,000
non-pension benefis, Washinglon Suburban Tranist Comission 5000
_ State Agencies 12000
The County is committed to the responsible fiscal Total MCG Trust Contributions 14,020,000
management of the County’s OPEB obligations and intends Montgomery County Public Schools Trust Fund 16,060,000
o establish a trust on or before July 1, 2007 forsuch  pur- Montgomery College Trust Fund £06,400
poses. It is the County’s intent to ramp up to full funding of Park and Planning Commission Trust Fund 1,210,500
the ARC over a five-year period beginning with FY08. This -
approach allows the County touse s discount rate higher TotalContritions/Assets Heldin Trust $91,096900

than its operating mvestment rate for accounting and budget-

Source: County Executive’s Recommended FY08
Operating Budget, pages 7-2 and 7-3
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What are the choices for and legal questions related to funding OPER?

. GASB 45 does not require or create a legal obligation tor pre-tunding. [ndications are
that, it OPEB are not funded on an actuarial basis, bond ratings may be affected. The
County may continue to pay tor OPEB on a Pav-Go basis, if 1t so desires.

2. OPEB Bonds are a pre-tunding option.

+ Bond obligations would have to be within debt limitations ot Articte 23A. § 3(P)
of the Marviand Code, Section 719 of the County Charter, and § 4-10-104 of the
County Code. or would require modttication of these limitations.

+  Does the pre-tunding of OPEB make OPEB bonds “pension liability funding
Cbonds™ within Article 31, § 32 of the Maryvland Code? (This applies to bonds
funding a pension or retirement plan under which the County is obligated to pay
retirement. disability, death, or other benefits)
3. GASB 43 requirves that any trust set up to tund OPEDB obligations be irrevocable. be
dedicated to providing benetits under the plan. and be protected from the ereditors of the
cmplover and plan adnunistrator (like a pension trust).

o Docs funding 1 an irrevocable trust that is like a pension {fund create a contractui!
or uther property right to receive the henefits? '

«  Changes o State law (Article 95, § 22F of the Marviand Code) defining ~public
funds™, sctting tiduciary standards for their investment, and limiting invesunent
options may be needed o exclude tunds for OPEB. This would allow broader
investment aptions for a greater return (as with pension funds).

* The State could fegislatively create a local government investment trust
spuecitically for OPEB.

@ Three trust funding vehicles have been identitied fo the County thus far.

(Please note that the County’s Ottice of Law does not have expertise needed to identity
all availabie investment vehicles or their attributes and consequences. This discussion ot
funding options is based on intormation that has been provided 1o the Working
Committee by third parties. 1t is intended as an overview onlv. When and it the decision
s made to use a trust as an investment tool. the Office of Law recommends obtaining the
advice ol experts in this area.)

«  Sccuon 401(h) Account
o This has been described as a separate account within the pension account
that is tracked separately. The assets may be combined with pension
assets for investment purposes. {t can be set up on an individual basis
(defined contribution for cach emplovee) or a pooled basis (defined
benefit for cach cmployee).

)
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o The GASB 45 Annual Required Contribution may be greater than the
annual contribution limit tor this type ol account under {RS law.
o Employee contributions are permitied on a pre-tax basis.

e  Voluntary Employees™ Beneficiacy Association ("VEBAT) (Internal Revenue
Code § 301{c)9))
o The trust is a separate entity from the pension plan, with its own plan and
trust tund.
» - No limnit to the amount of annual coatributions.
o Lmplovee contributions are aliowed onby on an atter-tax basis.

8]

o Scction L13 Trust
o This is a trust established to provide an “essential governmental lunction.”™
o No limit to the amount of annual contributions.
o Employee contributions are allowed oniy on an afier-tax basis.

o There are no restrictions on dishursements from any of the three types of trusts. A
combination of trusts could be used to obtain tax benefits for participants and
avoid the Timitation of 2 Section 40 1(h) trust.
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Defined Benefit Plans

What is it?

County law provides that, at the time of retirement, retirees may participate in the County’™s
health care plan. At the current time, the County ofters a defined benefit plan. The County
contracts with plan providers for specific health care plans (currenty. HMO. POS, and Triple
Choice — combination POS and PPN). The plan is based on the defined benefits that are oftered
o emplovees. The County and the participants share in the costs of the plan based on
pereentages of cost. The County agrees to pay its percentage share, regardiess ot the cost of the
plan.

@mt Sfactors muy affect the amount of the County’s OPEB Iiabilirjy

Cost Share

Obviousty. it the County contributes less toward the cost of the health plan, the County’s Liability
decreases. The percentages paid by the County and the participants could be adjusted based on
the years ot service and the employvee group applicable to cach participant in order to decrease
the share paid by the County.,

Plan Design

Over the vears. the County has studied and adjusted the design of the health care plans oflered in
response to the rising cost ol health care. There are countless combinations of plan attributes
that can be changed and combined (o aftect the ultimate cost ot the health care, including the
types of plans offered. co-pays. out-of-pocket maximums. and limits on certain types of service.
Saome of the traditional approaches to reducing costs by changing plan design include increasing
co-pays. increasing the employee portion of co-tnsurance levels and increasing deductibles and
out ot packet maximums. The impact of increasing co-pays varies because the basie premise of
this philosophy is to illustrate the ditferences in the costs associated with options in the plan
provisions. For example. the average cost of a primary care visit and a specialist visit may have
a ditterential in cost which can be addressed by setting appropniate split co-pays (co-pay lor
primary care physician visits, separate co-pay for specialist visits). Increasing co-insurance
levels has a direct financial unpact because this philosophy would facilitate the employee paying
a higher percentage of the costs of certain services (ie employee pavs 10% of inpatient visit
instead of paying 0%). Increasing deductibles/out of pocket maximums means the emplovee
would pay slightly more prior to accessing the certain levels of the benetit oftering.

Plan offerings are part of the plan design. The County continues to evaluate the number of plans
oftered and the types of plans offered. These evaluations include physician network access,
discounts and provider reimbursements. [n addition, the County benchmarks these offerings
against other public jurisdictions also taking into account retention and a shrinking workforce tor
recruiters.

Consumerism. disease management and wellness initiatives are examples of other approaches.
which are being incorporated and evaluated in the market place. Health enhancements
incorporate behavioral change programs with the leadership of case managers and emphasis is
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placed on “preventive” care o alleviate more serious outcomes. These approaches encourage the
empioycc to become a partner with the County with regards to health care. These philosophies
increase the employec awareness of the total cost of health care and invite the employee 1o
become better stewards of the monies spent and encourage them to become actively involved in
maintaining a healthy fifestyle and making informed decisions to assist the County in reducing
health care costs.

[t is the consensus of the Task Force, in consultation with the actuaries, that it will be very
difficult in today s health care environment to decrease the overall cost of health care in this
manner by any more than 3%. Therefore, such a change would reduce the ARC by about $6
million (assuming a discount rate of 8% and a level percent of pay amortization). Alternatively,
offering a single low cost HMO may result in more savings.

Eligibility Requirements

Another oplion may be to limit liability by limiting the persons ¢ligible 1o receive the benefit.
This may include only providing post-employment health benefits to employees who attain a
certain level of County service. to employees who retire directly from County service. to retirees
who attain a certain minimum and/or maximum age. (o retirces only and not to their dependents.
or to retirees and dependents but without survivor benefits for dependents.

Changes to such eligibility requirements could be based on the emplovee group applicable to
each employee. For instance. the County has already instituted a new structure for etigibility for
retirement benetits that applics to emplovees hired on or after January 1. 2006. This change was
discussed on page | | of this report.
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Examples

The factors just identified can be combined and adjusted in a myriad of combinations and
permutations. The following pages represent a suite of options to reduce the Habitity. 1t is
impossible to present all of the possible combinations of factors and related changes. The
evaluation and final determination of how to adjust and combine these factors, if at all, will be
decided by the next Administration.

The reductions shown for any particular option cannot be added 1o the reductions associated with
another option due to the possibility of duplication. Four specitic combinations of options have
been calculated whereby the actuaries have adjusted for any such duplication.

Pages 29 and 30 present the reductions in the Aanual Required Contribution associated with each
option. Pages 31 and 32 represent the reductions in the Normal Cost associated with the same
suite ot options. These tour pages represent a scenario whereby an 8% discount rate is assumed.
The scenarios whereby 6% and 4% discount rates are assumed are included in appendix C.

While most of the options are selt-explanatory, a few require additional explanation.

Hard and variable caps are based on an established published base rate upon which the cost
share percentage is applied. While the published rate increases cach year due to medical cost
inflation, claims experience, plan design changes, etc., the base upon which the county cost share
percentage is applied only goes up by the cap percentage. So, assuming the published rate base is
$100 and an 80-20 cost share applies, the employer pays $80 and the employee pays $20. Using
a hard cap of 3%. if in the following year the published rate goes up 10% to $110, the employer
cost share percentage of 80% would apply to the base of $103 (base ratc plus 5%) viclding an
emplover contribution of $84 and an employee share of $26. The capped base is cumulative, so
~in year 3. the base rate would increase trom $103 to $110.25. These options etfectively shifi all
of the market risk onto the employee. [fthis type of option is chosen. a number of design details
(¢.g.. the published rate used as the base, catch-up provisions in vears where rates go up by Iess
than the cap percentage, etc.) would need to be defined and might affect the savings shown. The
option shown on the following tables assume the current published rate is used as the base rate.

The ninimum age options assume that if' an employee retires prior (o reaching this age, they are
ineligible to participate in the County’s health plans at any point in time. The options which
deter coverage until a certain age provide retirees with access to fulure coverage once they reach
the specified minimum age.

It is also important to note that the reductions shown for each option or specitic combination do
not take into consideration potential behavioral changes which could impact the actual cesultant
reduction in cost. For instance, the option whereby a graduated scale is used would lessen the
value of the benefit for those with fewer years of service. Therefore, the number of such eventual
retirees that actually choose to participate in the plan may drop. This would increase the amount
of actual reductions in cost. Another example would be in the options involving minimum years
of service or minimum age. Given such a change, employees may remain employed longer than
they othenvise would in order 1o meet the new threshold. This would decrease the amount of
actual reductions in cost. When, and if, a specific option is chosen for Y2008, the actuaries will
need to analyze these potential behavioral changes and incorporate them into the final valuation
for FY2008.
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Reductions in Annual Required Contribution (ARC)
at 8% Discount Rate and Level Percent of Pay Amortization
{numbers expressed in millions)

rent Retirees — ender 65 and 63+

Cost Share |Access ondy (100% share, implicit subsidy only} 2, . -10.3
Graduated Scale (e.g., 2.5% year, max at 75%) info info info info 0.0
Hard Cap of 425 -1.8 -1.4 -0.9 0.3 -4
Variable Cap based on CP1 {3.5%) -2.0 -1.6 -1.0 -0.3 -1.9
Eliminate knplicit Subsidy -1.8 <13 -0.9 -3 -4.5
70% 30% Employer-Employee Share .5 -0.4 -0.3 0.1 -1.3
G60%-40% Employer-Employee Share -1.0 -0.8 0.3 (.2 -5
30%-30% Employer-Employee Share -1.5 -1.2 0.7 -).2 -3.6

Cost Share | Access only (100% share, implicit subsidy only) -0.3 N/A N/ 0.0 1.3
Crraduated Scale (e.g., 2.5% year, max at 75% into N/A N/A info 0.0

Eligibility |Elimvinate -0.3 N/A N/A 0.0 -0.3
Retiree Only {no spouse or dependents) infu N/A N/A it 0.0

Cost Share [ Aceess only (10094 share, implicit subsidy only) <140 -74 8.2 -3.6 -33.2
Graduaed Scate (e.g., 2.5% year, max at 75%5) 6.0 <34 -4 3.9 -4
Flued Cap of 4% -7.0 -19 -4.2 -1.8 -16.9
Variable Cap based on CPI (3.5%) 78 -4 -7 -0 -18.9

Eligibitiey  |Etiminae -19.1 -112 -13.2 -3.2 -47.7
Elinninaie Term Vesting 0.3 0.0 {10 -1 -0.4
End Drug Benefits at Age 635 -6.8 -2.0 -2.3 -1.2 -12.3
End All Benefits at Age 65 -11.5 -3.9 4.3 22 2251
Retirce & Spouse Only {no dependents) -1l -1.1 -1.1 0.4 -3.7
Retiree Only (no spouse or dependents ) -89 -59 -6.4 =24 -236
Mintmum of 10 Yrs of Service -2.7 0.2 -0.4 -1.2 -1.35
Migimum of 15 Yrs of Service -4.4 -0.8 0.9 24 -8.5
Minimum of 20 Yrs of Service -6.5 -2.0 -1.8 -33 -13.6
Minimum Age ot 50 years old -0.6 -4.6 -39 -0.3 9.6
Minimum Age ol 35 years old -4.3 99 -9.7 -3.3 -27.4
tMinimum Age of 60 vears ofd <64 -0 -12.4 -4.3 -338
Minumum Age of 63 vears old -13.7 -11.1 -12.2 -3.2 -4).2
Defer Coverage until Age of 53 years otd .6 -2.4 -1.2 1.6 -3 8
Diefer Coverage until Age of 60 years old -2.0 -4.4 -44 -lA4 -12.2
Decrement of 3% per year if retiree participates at
an age younger than age 63 (modeled afler -1.3 -2.4 -2 .8 -7
pension plan approach)

Combo t |Min.of 135 Yrs of Service & Graduated Scale -10.4 -4.1 -4.9 -3.2 -22.6
Min. of 15 ¥rs of Service, Graduated Scale & < \ o

Combo 2 Variable Cap (3.5%) -12.6 -3.9 -6.6 237 -28.4

. L [Mis. of 13 Yrs of Service, Graduated Scale, ’ -

Combo 3 Variable Cap (3.5%). and Min. Age of 35 vrs -H 106 -1 -4 409

Combu 4 M?n‘ of 13 \"Es—ol'ﬂcrvicc. Graduated Scale and 126 03 0.8 4 %6
M Age of 35 vrs

Plan Design[Changes to save 3%
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Reductions in Annuat Required Contribution (ARC)
at 8% Discount Rate and Level Percent of Pay Amortization
{numbars expressed in millions)

Employee T
71| Factor QOption’

Baseline Cost (12.5% health care wrend in 2006, end of vear 627 18.1

Caost Share | Access only (100% share, implicit subsidy onfy} -10.3 -18.0 -0.4 -0.4 -29.1
Graduated Scale {e.g., 2.5% vear, max at 75%) 0.0 info info info 0.0
Hard Cap of 4% -4.4 -6.0 -0 -0.2 -10.7
Variable Cap based on CPI (3.5%) -4.9 -60.6 0.1 -0.2 118
Eliminate Implicit Subsidy -4.3 0.4 0.1 (k1 -4.7
70%%-30% Employer-Employ ee Share -1.3 =26 N/A 0.0 -39
60%-40% Employer-Employee Share 213 -3.3 N/A 0.1 -79
50%-30% Cmployer-limployee Share -3.6 -749 N/A -0.1 -6

Cost Share 1 Access only (100% share, implicit subsidy only} 0.3 N/A N/A iA 0.3
Graduated Scale (e.g., 2.3% vear, max at 75%;) 0.0 N/A N/A N/A 0.0

Lligibility |Eliminate -0.3 N/A N/A N/A -0.3
Retiree Only (no spouse or dependents) 0.0 N/A N/A NAA 0.0

Cost Share | Access only {100% share, implicit subsidy only} -33.2 -30.1 26 -1.6 -67.35
Ciraduated Scale {e.g., 2.3% vear. max at 75%) BER -4.2 NiA (.6 -19.2
Hard Cap of 4% -16.9 -14.1 -0.9 -0.7 -32.6
Vartable Cap bused on CPE(3.53%%) -18.9 -13.8 -1.1 -1.8 -36.0

Eligibility  |Eliminate -17.7 =304 -39 -0 -83.5
Elinunate Term Vesting 0.4 N/A N/A 0.0 0.4
lod Dirug Benefits s Age 65 <123 -13.0 -1 -0.8§ 2272
End All Beuelits at Age 65 -131 -Hha =27 -4 -17.8
Retiree & Spouse Oaly (no dependeats) -3.7 N/A 0.1 0.0 38
Retiree Ouly (no spouse or dependents) -3 46 -i20 -14 -0.7 -37.8
Minimum of 1} Yrs ot Service -4.3 N/A N/A -0.5 -4.8
Minimum of 13 Yrs of Service -8.3 N/A -0.2 -(L.6 9.3
Mintmum of 20 Yrs of Service -13.6 -4.8 0.8 -0.9 -20.1
Minitmum Age of 30 vears old -4.6 N/A 0.0 0.0 -9.6
Minimuim Age of 33 vears old =274 N/A 0.0 -0.2 -2146
Minimum Age ot 60 vears old -33.8 -H.2 1.1 -0.4 -31.3
Minimum Age of 65 years old -14.2 -13.8 -5 -1.6 -64.1
Defer Coverage untdl Age of 33 vears old -5.8 N/A 0.4 0.0 -3.8
Defer Coverage until Aye of 60 years old -12.2 N/A -0.2 -0.1 -12.5
[Iecrement of 3% per vear it retiree participates at
an age younger than age 63 (madeled after -1 -4.6 -0l 0.1 Ry
pension plan approach)

Combo [ fMin. 0f 15 Yrs of Service & Graduated Scaie 2226 -4.2 -0.2 -12 282

Combo 2 Min: of IS' Yrs nl_' Service, Graduated Scale & IR 77 13 4 492
Vartable Cap {3.5%)

. . [Min ol 13 Yos of Service, Graduated Scale, . -

Combo 5 Variable Cap (3.3%), and Min. Ape of 55 vrs ~10.9 177 .3 1> oL

Combo 4 M?n. uf 15 \“'l:s_ui‘Scrvicc. Graduated Scale and 386 ' 02 s E
Min. Age of 35 yrs

Plan Design{Changes to save 3%

o
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Reductions in Normal Cost
at 8% Discount Rate
{numbers expressed in millions}

e P

P Ptz | Opticr ] i s B i d e o s

Baseline Cost (12.5% health care wend in 2006, end of year 9.8 52

Cost Share | Access only {100% share, implicit subsidy only) N/A N/A N/A N/A N/A
Graduated Scale (e.g., 2.5% year, max at 75% N/A N/A N/A N/A N/A
Hard Cap of 4% N/A N/A N/A N/A N/A
Variable Cap based on CPI {3.5%) N/A N/A N/A N/A N/A
Eliminate Implicit Subsidy N/A N/A N/A N/A N/A
70%-30% Employer-Emplovee Share N/A N/A N/A N/A IN/A
60%-40% Employer-Employee Share N/A N/A N/A N/A N/A
50%%-30% Employer-Employee Share N/A N/A N/A N/A NiA

Cost Share Access only {100% share, impiicit subsidy only) N/A N/A N/A N/A N/A
Giraduated Scale (e.g.. 2.5% vear, max at 75%) N/A N/A N/A N/A N/A

Eligibiluy  {Eliminate N/A N/A NfA N/A N/A
Retiree Only (0o spouse or dependents) N/A NAA NiA NFA N/A

Cost Share | Access only (100% share. implicit subsidy only) -7.2 34 =34 -20 -16.0
Ciraduated Scale {c.g.. 2.5% vear. max at 75%6) =26 -1.3 -1.3 -0.3 -6.1
Hard Cap of 4% -3.6 -1.9 -1.8 -1.0 -8.3
Variable Cap based on CP'L {3.3%) -4.0 221 2.1 -1.2 -9

Eligibilite  [Iiminate 9.8 3.2 -3.1 -3.0 2231
Eliminate Term Vesting -0.2 0.0 0.0 0.1 -(.3
End Drug Benefits at Age 63 -1.6 -0.9 -0.9 0.7 -6.1
tind All Benefits at Age 63 6.6 -i.7 -1.7 -1.2 -11.2
Retiree & Spouse Only (no dependents) 0.5 0.3 -03 -2 -1.7
Retirce Only {no spouse or dependents) -4.5 -7 <25 Co-l4 -i
Minimum of 10 Yrs of Service -0 0.1 -0.3 -8 -3.2
Minimum of 15 Yrs of Service . -3.2 -0.4 0.6 -1.3 -57
Minimum of 20 Yrs of Service -4.4 -1.1 -1 =20 -8.6
Minimum Age of 50 vears old 0.3 -2.3 -1.9 -0.3 -4.8
Minimum Age of 35 years old -1.7 -1.8 -4.2 -20 -12.7
Mintmum Age of 60 years old <27 -3.2 -5.1 ©-25 -13.3
Mintmum Ape ol 63 vears old <19 -5.2 -3 -3.0 2212
Defer Coverage umil Age of 33 vears old -0.3 -1.2 -1.0 0.4 -29
Defer Coverage untit Age of 60 vears old -0.8 -2.1 =240 1.8 -3.7
Decrement of 3% per vear if retiree panticipates at
an age younger than age 63 (imodeled atter -0.7 -1l -1 -3 -3.4
pension plan approach)

Combo 1 |Min. of 35 Yrs of Service & Graduated Scale -3.8 -1.9 -24 -19 -6

Min. of 13 ¥Yrs of Serviee, Ciraduated Scale &
Variable Cap (3.5%)
Min. of 15 Yrs of Service. Graduated Scale.

;i 3 . - . e -15 -5, 1.7 -2, -20.
Combo 3 Vanable Cap (3.5%), and Min, Age of 35 vrs > >0 8 20.0

Combo 2

Combo 4 | I!n. of 13 \‘l:h_l)f Service, Graduvated Scale and b6 49 46 a7 184
Min. Age of 33 yrs

Plan Design]Changes Lo save 5%
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Current Retirees — under 65 and 65+

Cost Share |Access only (100% share, implicit subsidy only)
Giraduated Scale (¢.g.. 2.5% year, max at 75%) N/A N/A N/A N/A N/A
ltard Cap of 4% N/A N/A N/A N/A N/A
Variable Cap based on CP1{3.5%) N/A N/A N/A N/A N/A
Eliminate fmplicit Subsidy N/A N/A N/A N/A N/A
7000 30% Employer-Employee Share N/A N/a N/A N/A N/A
G60%-40% Employer-Employee Share N/A N/A NfA N/A N/A
50%-50% Employer-Employee Share NIA N/A N/A N/A N/A

Cost Share |Access only (100% share, implicit subsidy onty) N/A N/A N/A N/A N/A
Giraduated Scale {e.g.. 2.5% year, max at 75%!} N/A N/A N/A N/A NFA

Eligibtlity | Elininate N/A N/A N/A N/A N/A
Retiree Only (no spouse or dependents) N/A N/A N/A N/A N/A

Cost Share [Access onby (100% share. implicit subsidy antv) -16.0 93 -1.2 0.8 -278
Graduated Scale (e.g.. 2.53% vear. max at 75%) -6.1 -U. 1 N/A -0.3 -6.3
Hard Cap of 4% -8.3 -3.2 -0.4 (1.4 -14.3
Vuriable Cup hased on CP'1 (3.5% -9.4 -3.9 -0.5 -0.4 -16.2

Eligibiliy  |LEliminate -23.1 938 -1.7 -1.1 -357
Elminate Term Vesting 0.3 N/A N/A 0.0 0.3
End Deug Benefits at Age 63 -6.1 -4.3 0.3 -0.4 -L13
Lad Al Benclits at Age 63 152 -6.7 -1.2 -0.8 -i9.9
Retiree & Spouse Ondy (no dependents) -1.7 N/A 0.1 0.0 1.8
Retiree Only (no spouse or dependents) BIN! -39 -0.6 -0.4 -16.0
Minimum of 10 Yrs of Service -3.2 N/A N/A 0.2 -34
Minimum of 15 Yrs of Serviee -3.7 N/A -0.1 -0.4 -6.2
Mintrum of 20 Yrs of Service -8.0 -2 -0.3 -(.6 -9
Minimum Age ot 30 vears old -1.8 N/A 0.0 0.0 -138
Minimum Age ol 53 vears old -12.7 N/A 0.0 -0.1 -12.8
Minimum Age of 60 years old -13.5 -1.2 -0.5 -0.2 -17.4
Minimum Age of 635 vears ofd 2212 -19 -1.1 -0.8 -28.0
Deler Coverage until Age ol 55 years old -2.9 N/A 0.0 0.0 -29
Defer Coverage until Age of 60 years old -3.7 NiA -0.1 0.1 -39
Decrement of 3% per vear if retiree participates at
art age vounger than age 63 (madeled atier ' 234 .0 0.1 0.0 -33
pension plan approach) )

Comba | |Min, of 13 ¥rs of Serviee & Gradualed Scale -11.6 0.1 -0.1 .6 -124

Coimtbo 2 n\'lin.. ot i)i Yrs nl_'Scn'icc. Ciraduated Scale & LS 55 06 08 a4
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Defined Contribution Plans

Another change that may be considered is to switch from a defined benefit plan to a defined
contribution plan.

What is it?

Defined contribution plans involve the County providing a fixed dollar amount toward employee
and retiree health care. The County’s contribution can be defined in respect to an actual amount
of dollars or a percentage of pay, with or without maximum dollars.

Defined contribution plans vary widely in design. The responsibility for selection of and
payment for health care is generally shifted to the employee. The employer may provide access
to the health plans or may require the participant to obtain the insurance in the market place. it
should be noted that the administrative and distributive costs of individual policies are much
greater than under group policies.

In the simplest form. and the form that has been most commonly used, employers provide the
plans and pay a fixed dollar amount to each participant for the health care. This may be
fixed as the cost of the lowest priced health care option or based on some other basis or
calculation. If the employee wants to participate in a plan that offers more benefits, then the
employee pays the difterence out-of-pocket.

Some of these plans are also called “cafeteria plans,” in which the employer provides a fixed
amount of benefit dollars, and the employee purchases available benefits, like health carc,
disability insurance. and life insurance, with those dollars. The emplovee chooses how to spend
those doltars and whether to contribute employee dollars based on factors important to the
employec. With the cafeteria plan, the employer gencrally continues to make health care plans
available to participants.

Another approach (o defined contribution plans is called the individual market approach. The
employer continues to make a defined contribution toward the benefits. The emplovee is
responsible for obtaining insurance in the market place. It has been noted that, if a large number
of employers adopt this approach, health insurance may be more portable. Employees would not
have to change their health ptan merely because they changed employers. They could continue
to used the defined contribution woward the plan they obtained on their own in the market place.

Effects of Usc of Defined Contribution Plans on GASB 45 Liability

Defined contribution plans can be used to fix the County’s liability for employee and retiree
health care. Many considerations go into calculating and choosing the County’s contribution.
however. rather than the County”™s contribution being an bascd on an annual plan cost, the
contribution would be under the control of the County. This would lead to more stability and
predictability of the County’s liability over time. [t may also increase the employee and retirce
sharc of the premium for certain plans.

In calculating the County’s ARC, the trends in health care costs would not be as relevant to the
increased cost to the County over time. The County could calculate its liabitity based not on
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projected health care costs, but on an amount it is willing to contribute toward health care. That
amount could increase over time based on projected increases in payroll costs or other price
indices, and not necessarily on the rising cost of health care.

Account-Based Health Plans

Another option [or funding health benefits for employees and retirces is the implementation of
some type of account-based health plan. The County aiready offers one type of account-based
plan. a tlexible Spending Account, o its employees. This allows employvees to payv certain
health care expenses not covered by insurance with pre-tax dollars deducted {rom pay and put
into an account with an outside administrator. There are IRS limits on the amount that can be
placed into the account, and funds that are not used during the plan year are lost by the
employee.

There are other accounts that can be used to pay for health care expenses that are used in place of
other defined benefit and defined contribution plans. The following summarizes some of the
features of two of the available types of plans. 1t should be noted, however, that more detailed
analysis and advice would be required to determine the tax qualifications and implications. as
well as the cligibility requirements and all plan features.

Health Savings Accounts ("HSA)are tax exempt accounts that are used to pay health care
expenses. The HSAs are actually owned by the employce, and, therefore are portable between
employers. Funds not used are not lost, but roil over for future use. At this time these accounts
are not widely used. but it is anticipated that because of recent IRS rulings these accounts will
become more common. To qualify for the tax exempt status, contributions to HSAs must be
made while the participant is enrolled in a health plan with a high annual deductible. Deductions
can be made at any time, even when the participant is no longer in the high deductible plan.
Employers can contribute to the HSA, but the maximum contribution to a plan cannot exceed the
ptan deductible. Medicare beneficiaries are not permitted to contribute to HSAs, but they can
make withdrawals for certain expenses. Individuals older than 55 can make timited “catch-up™
contributions,

Hecalth Reimbursement Arrangements (“HRA™) are employer funded health plans that
rcimburse employees for qualified medical expenses. A high deductible health plan can also be
used, but is not required. 1f'an HRA is oftered with plans with high deductibles, it can be used to
assist the emplovee with meeting that deductible. HRAs can also be used to allow employees to
purchase benefits. including for long-term care and health care during retirement. HRAs are
paper accounts only, and no expensc is incurred by an employer until there is a claim. Unused
“funds™ can be rolled over for use in subsequent plan years. 1f an employee leaves employment,
the emplover is not required to make unused amounts available to the employec.

l.ike defined contribution plans, account-based plans may result in a somewhat more predictable
and controllable future liabtlity for the County. These account plans can be used in combination
with certain defined benefit and defined contribution plans, again resulting in numerous possible
combinations and resulting options.
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‘The purpose for this section of the report is to identify the potential funding gaps. provide some
context for the various funding options, and address the implications of doing nothing.

Identification of the Funding Gap

The difference between the total Annual Required Contribution (ARC) and the current “pay-as-
you-go™ funding for retiree health benefits is the initial funding gap. The chart below shows this
caiculation in total as well as for the County government itself and the three component units.
Similar calculations can be made under the other two discount rate scenarios. The total ARC gap
using a 6% discount rate is $97.7 million, and using a 4% discount rate is $137.2 million.

Identification of Initial Funding Gap
Discount Rate of 8%
(dollars expressed as millions)
Board of Community
County Education College Libraries Total

Baseline
Amortized AAL $39.7 $38.3 $25 $1.5 $82.0
Normal Cost 3230 $98 3.7 $1.1 $35.6

Total ARC $62.7 $48.1 $4.2 26 1176
Pay-as-you-go $15.0 $25.1 $13 $0.8 $42.2
Total ARC Gap $47.7 $23.0 329 $1.8 3754

% of whole 63% 31% 4% 2% 100%

This initial funding gap can be broken down into two different components as shown in the chart
below. The “Amortized AAL Gap” represents that portion of the funding gap that is due to
liabilitics incurred over many years in the past. 1t can be thought of as a “backiog” of sorts. The
“Normal Cost” component represents that portion of the funding gap that is attributable to the
budget year in question (i.c., FY2008). This should be thought of as a “recurring” cost.

Two Components of Initial Funding Gap
(dollars expressed as millions)
Discount Amortized Normal Total ARC
Rate AAL Cost Gap
8% $39.8 3356 3754
6% $43.3 $54.4 $97.7
4% $48.2 $89.0 $137.2

County financial policy dictates that one-time funds should not be used to fund “recurring costs™
such as the Normal Cost gap. However, it may be prudent to apply one-time tunds to fund a

“backlog™ such as the Amortized AAL gap.

2/
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If none of the previously presented options to reduce the liability are chosen and the ARC is not
otherwise reduced, then the final funding gap would be as shown on the previous page. 1f the
ARC is reduced by some combination of options totaling $75.4 million, then the finat funding
gap would be reduced to zero. If the ARC is reduced by some combination of options totaling
half of the initial funding gap, then the final funding gap would be $37.7 million.

Similarly, under the 6% discount rate scenario, the final funding gap would range from $0 to

$97.7 million, with $48.9 being the midpoint. And, under the 4% discount rate scenario, the
final funding gap would range from $0 to $137.2 miflion, with $68.6 million being the midpoint.

Putting the Final Fundiag Gap in Context

[f options are sought to fund the final funding gap, theyv can be broken down into three broad
categories: increasing revenues, decreasing expenditures, and other sources. While it’s not
within the scope of this report to make recommendations as to funding approaches, it is useful 1o
view these possible final tunding gaps in the context ot specific areas within these three broad
categories.

Increasing Revenues

e A one-cent increasc in the property tax yields about $3 million annually.
e A 25% increase in the income tax from 2.56% to 3.20% would be the maximum allowed
under state law and would vield about $80 million annually. This tax rate is comparable

" to Howard. Prince George’s, and Montgomery Counties.

* A 10% increase in the income tax from 2.56% to 2.82% would vield about $32 miltion
annually and is comparable to the Baltimore County tax rate,

e A 3% increase in the income tax rate from 2.56% to 2.69% would vield about $16 million
annually

Decreasing Expenditures

¢ One percent of all salaries (including component units, and FICA and pension where
applicable) equals about $7.3 million annually.

¢ In order to provide a departmental context for any potential changes in expenditure
levels, a departmental breakdown of the FY2007 Approved General Fund operating
budget is shown in Appendix D. Overall, the total ARC of $117.6 million is
approximately equal 1o 10% of the General Fund operating budget.
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Accrual Accounting — A term used to describe the method of recognizing costs when economic
events occur regardless ot when cash will be needed to satisfy obligations. '

Actuarial Accrued Liability (AAL) — This is the portion of the Total Present Value of Projected
Benefits (TPV) autributable to service provided to date. For example, if an individual is expected
to have 23 years of service upon retirement and has 10 years of service at the valuation date, the
AAL is 10/25ths of the TPV. For someone that is already retired at the valuation date, the AAL
is equal to the TPV.

Actuarial Present Value of Total Projected Benefits — This represents the total projected
benefits to be paid to employees / retirees discounted back to current dollars.

Actuarial Valuation Date - This is the date as of which the actuarial evaluation is performed.
The evaluation uses employer data as of this particular date to calculate liabilities, etc.

Actuarial Value of Assets (AVA) - The markel value of asscts that have been set aside
exclusively for funding retiree healthcare. For plans that are not funded, the AVA = $0.

Amortization Period — The time period used to amortize the Annual Required Contribution
(ARC) related to past service costs.

Annual Required Contribution (ARC) - The annual contribution required to conform to GASB
43 standards and avoid a liability from appcaring on the balance sheet. The ARC consists of two
parts: (1} a payment against the previously unfunded actuarial accrued liability (UAAL) which is
equal to the UAAL amortized over a set number ot years (maximum allowed is 30 years), plus
(2) the Normal Costs.

Blended Premium — A healthcare premium that does not take into account the age of the
individuals covered, as when a single premium is used for both active and retired employces.

Governmental Accounting Standards Board (GASB) - GASB is a nationally established board
that sets standards for accounting and reporting for State and local governments and their
component units. Governments follow these standards in order (o fairly present financial
information and to receive an unqualified audit opinion on their annual financial statements.

Implicit Rate Subsidy — The de facto subsidy of retirees by permitting them to pay lower than
age-adjusted premiums through the use of a single common or blended premium for both retirees
and active employees.

Normal Service Costs - The portion of the Total Present Value of Projected Benefits (TPV)
alocated to the current year (i.c., the amount attributable to services provided to date by current
employees). For example, if an individual is expected to have 25 years of service upon
retirement, this s {/25th of the individual's TPV, There is no Normat Service Cost for retirecs.

Other Post Emplayment Benefits (OPEB) - This term is used to describe any benefit (separate
from a pension plan) oftfered to employees afier emplovment is severed.
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Past Service Costs — The portion of the Totat Present Value (TPV) that relates to services
rendered by employees in past years.

Pay as you go — A term to describe the method of recognizing costs as bills are due. This
method is based on when cash will be needed to pay the bills. When used in reference to OPEB,
this term refers to the actual costs incurred by the government to pay for retiree healthcare in a
given fiscal year.

Total Present Value of Projected Benefits (TPV) — An amount calculated by actuarial methods
to estimate the amount of bencfits (in current doliars) both former and current employees will be
paid during retirement. The calculation estimates the required fuure pay outs and then
determines what those pay outs are valued in today’s dollars. For an individual person, this
would be the vatue of all benefits expected to be paid from the date of retirement until death
discounted back to the valuation date.

Total Projected Benefits — An amount calculated by actuarial methods to estimate the amount of
benefits both former and current emplovees will be paid during retirement.

Unfunded Actuarial Accrued Liability (UAAL) ~This represents the amount of the AAL for
which funds have not been set aside. 1t is caleulated as the actuarial acerued liability (AAL)
minus the actuarial value of assets (AVA). For plans that are not funded, the UAAL is equal to
the AAL.
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BULLETIN NO.: 05-04-13 [X] DEPARTMENT HEADS
SUBJECT: Eligibility for Health Insurance
As A Retired County Employee [X| PLEASE POST UNTIL
December 31, 2006

DATE: January [, 2006 [ | GENERAL DISTRIBUTION
TO ALL EMPLOYEES

[X] PERSONNEL OFFICE

This policy supercedes all previous written policy statements and is effective January 1, 2006
unless otherwise indicated.

Policy:
I. Elgibility for Benefits

a. Employees of the County government who are participants in the County Pension
plan and were hired prior to January 1, 2006, are eligible to participate in the
County-sponsored post cmployment health benefit programs upon their
retirement.

b. Employcees hired or re-hired after January |, 2006 must retire directly from Anne
Arundcl County Government and must have a minimum of t5 years of credited
pension service as defined by Section 1-205 (a), Article 3 (old Articie 7). Anne
Arundel County Code to be eligible to participate in the County-sponsored post
emplovment health beaefit programs upon retirement.

¢. Dependents of a retiree will be eligible for coverage as long as the retiree is
recetving pension payments. Survivors who continue to receive pension payments
after the death of the retiree are eligible to continue coverage. but mayv not add
additional dependents unless there was a prior dependent relationship between the
original retiree and the covered dependent.

d. Those employees of the Anne Arundel Economic Development Corporation who
are partictpants in the County Pension Plan and who were hired prior to January
1, 2006 are eligible to participate in County-sponsored post employment health
benefit programs upon retirement.

Bulletin #03-04-13
Page 2
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